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June 3, 1994

Ex Parte

Mr. William F. Caton
Acting Secretary
Federal Communications Commission
1919 M Street, N.W. - Room 222
Washington, D.C. 20554

Re: CC Docket N,6s. 93-193 and 93-179

Dear Mr. Caton:

EX PARTE OR LATE FILED

NYNE~

Yesterday, Mr. G.R. Evans, Mr. D.J. Hatton, and Ms. K. Richards, representing the NYNEX
Telephone Companies (NTCs) met with Mr. R. Metzger, Chief-Common Carrier Bureau, and
members of his staff, Mr. D. NaIl, Ms. J. Wall, and Mr. T. Machcinski, regarding the items
captioned above. Because of the late conclusion of the meeting, an ex parte notice could not be
filed until today.

The attached material served as the basis for the presentation and the ensuing discussion. Any
questions on this matter should be directed to me at either the address or the telephone number
shown above.
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D. NaIl
T. Machcinski
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History of Add-Back Issue

• .Issue Has Been Discussed Since 1991

• In 1992 and Early 1993, FCC Accounting Division
Confirmed That ROR Should Be Normalized
Through Add-Back

• NYNEX Normalized Its 1992 ROR By Removing LFA
Revenues

• FCC Investigated 1993 Access Tariffs On Issue of
.Add-Back ..

• FCC Issued NPRM On July 6, 1993 To Clarify Its
Rules On Add-Back

5/24/94 2



Add-Back Is Consistent With Price
Cap Rules and ROR Reporting Rules

• Add-Back Is Necessary To Enforce ROR Limits

» Provides Consumers With The Correct Amount
Of Sharing Revenues

» Prevents LECs From Earning Less Than Minimum
Needed To Stay In Business

• Form 492 Report Requires Normali~ation

» NPRM Clarified Existing Rule

'.:» FCC Position Has Been Consistent Since 1991

5/24/94 3
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In the Ma:~er of

1993 Annual Access
:'ariff F:':ings

CC Docket No. 93-193

DIRECT CASE OF THE NYNEX TELEPHONE COMPANIES

New York Telephone Company
and

New Enqland Telephone and
Teleqraph Company

Edward R. Wholl
Campbell L. Ayling
Joseph 01 Bella

120 Bloominqdale Road
White Plains, NY 10605
914/644-5637

Their Attorneys

Dated: July 27, 1993
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:ss~ NO.2: ~ow s~o~:d =::ce ca= :ECs :ef:ec~ ~~c~~:s :::~

0::0: yea: sta::~g :r :ow-end ad:~s:~ents :~

comDu:l~g :telr rates of return for :~e c~rre~:

years shar:na and low-end ad~~st~er.:s :: o:::e
cao lndices?

ANSWER: As the Commission ncted in the Designation O:der,

the NTCs normalized their 1992 :nterstate rate of return for

purposes of calculating their 1993 sharing obligation by

removing the 1992 revenues assoclated yith the loyer for~ula

adjustment ("LFA") for 1991 underearnings. 1 The NTCs

demonstrated in the Description and Justification (D&J) to their
.......-

1993 Annual Access Tariff filing and in their subsequent Reply

to the Petitions to Reject, Suspend and Investigate their 1993

Annual Access Tariff Filings that the local exchange carriers

("LECs") must normalize their 1992 rates of return to comply

with the earnings limitations of the Price Cap system and to

report their rates of return consistently yith the Commission 5

rules and requlations. 2 In the Designation Order, the

Commission also noted that it yas addressing the issue of

normalization of rate of return ·~d.r Price Capi in a notice of

proposed rulemakinq.3 The proposed rule would require the

LECs to Dormalize, or "add-back, the effect on rate. of return

1

2

3

Designation Order, paras. 30-31.

See NYN!X Telephone Companie. Tariff FCC No.1,
Transmittal Nos. 176, 186, 201, filed April 2,"May 3. Sa
June 14, 1993, Delcription and Justification~ pp. 41-43;
1993 Annual Accesl Tariff Filinql, Reply of the NYNEX
Telephone Companies, filed May 10. 1993, AppendiX A.

Delignation Order at para. 32
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af bc~h ra~e l~c:eases a~~ :a:e :e~~c::o~s ~nder ::::e :a=s

share or increase ear~i~~s >:--- pa-' 'e'" yea'"s 4- ........ ...
:n :he NTCs v:ew -~e up~v s;mply c.la~·.· ~.;es a••• "-"~_ ...._.j .. - -

re~i:emen~ :ha: is imp:icit :n :~e Commission's Prlce Cap

rules. :n the fo::o~ing sect:ons, the NTCs will demons::ate

that normalization is required by the Commission's rules and

that it is essential for a reasonable calculation of exogeno~s

cost changes in the annual tariff filings.

1. The Price Cap System Would Se Legally Invalid If The
Commission Did Not Require The LEor To Normalize Their
Rates of Return In Computing Sharing Obligations and Lower
Formula Adjustments.

If the Commission did not interpret its Price Cap

rules to require the LECs to normalize their rates of return

through "add-back" of sharing and !..FA amounts, the Price Cap

system would be legally invalid. This would occur because

normalization is the only way that the Commission can enforce

the upper and lower earnings limltations that are critical

components of its Price Cap system.

The Price Cap sharing and LFA mechanisms replaced

tne rate of return enforcement rules that the court invalidated

in AT&T Y. FCC.' In that case, the court found that the

automatic refund rule. in .7 C.F.R. Section 65.100 !S seq were

inconsistent with the rate of return prescription that the r~les

,..
• Cf. Rate of Return Sharing and Lower Formula Adjustment.

CC Oocket No. 93-119, Notice of Proposed Rulemakinq, FCC
93-325, released July 6, 1993.

5 American Tel. , Tel. Co. v. FCC, 136 r.2d 1316 (O.C.
1911) .

C • ......
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~e:e ~n:e~ded :: 6er'.::::e

:~e ~ECs to ~ake :e:~~:s

exceeded -=he p=escritled :a::e ., ~ : e~·...:=n, pl'..ls a tluf:er, ~h~:e., -

prov:ded -"'" )000 • :or :~e :"!Cs to recoup shor::a::s :0:•• '-I ~ec.•anl sm

years :':1 which ,., . earn:ngs were below the prescribed rate oftuelr

ret'J.rn. The court found -=hat ~his produced a "systematic dias

that would depress carrier earn:ngs below the prescribed rate 0:
return over the long r'J...'1. Since the Commiss-l-on had stated tha:

the prescribed rate of return was the minimum return necessary--for a carrier to stay in business. the court invalidated the

automatic refund rule because It was inconsistent with the

Commissions own understanding of its rate of return
. . 7prescr:.ptlon.

The Commission dealt with these issues in the :EC

Price Cap Order by establishing a "backstop" mechanism to

protect against excessively high or low earnings. While:t

prescribed a rate of return of 11.25 percent for rate setting

purposes, it decided that carriers could retain 100 percent of

earnings up to 12.25 percent as an incentive to become more

,fficient. 8 To provide a balance of risk and reward, the

6

7

8

l!L. at 1390-91.

Accord, Ohio Bell Tel. Co. v. FCC, 949 F.2d 864 (6th C:r
1991).

LEC Price Cap Order at para. 123. The sharlng mechan:sm
also requires a LEC to share 50 percent of earnings
between 12.25, percent up to a maximum of 1~.25 percent.
at which point the LEC would share 100 percent of
earnings. This would prevent the carriers from earnl~q

more than 14.25 percent after making sharing adjultm.~~.

~ at paral. 124-125
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C:::mmiSSlon adcp:ed :::e :.?,:.. :-ec:-a:-.:3~. ·... :-.:c:-. a:::::·... s :::e :'~:3

:::c:ease their ?::ce cap :::~exes :: :::e extent :::a: :::e::

ear~i~gs in any given year a:e :elo~ 10.25 percen:. Al:~:::ugt

~~:s is 1 pe:cen~age pOlnt below :he prescribed rate of ~e~~=~,

the Commission found that it ~o~ld not be confiscatory, because

it ~ould still allow most companies to continue to attract

capital and to maintain serVlce ~ The Commission found :ha:

a LEC with earnings below 10.25 percent is likely to be unable

to raise the capital necessary :0 provide new services that lts

customers expect. !t may even find it6ifficult to maintain

existing levels of service.,,10 Therefore, the Commission

adopted the LFA mechanism to ensure that the LECs could earn

the minimum necessary return. :f the Commission applied the

LFA in a way that would tend to drive earnings below the LFA

level, the Commission would contradict its own rate of return

findings in the s&me way that it did in AT&T v. FCC.

A failure to require normalization of rate of

return in computing sharing ~r LFA amounts would do exactly

that. This is illustrated in Attachment A, which shows the

effect of using actual rates of return to compute sharing

obligations and LFA amounts for LECs whose earnings are above

orbelov the earnings limitations. In order to isolate the

effect of normalization, the examples assume that a carriers

earnings remain at the same level each y.ar absent sharing or

LFA. A LEC earning 8 percent in the base year would be
,.

9

10

~ at para. 165.

~ at para. 1'8.
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a~:~s:~en~ ~ark (10.25 pe::en:)

t~e :!C wou:d earn 1025 percen: ~n :~e second year. :nc:~d:n;

:FA revenues. Since the :EC ~us~ reverse the LFA ln t~e :~:rd

year. its earnings would revert t~ 8.0 percent if it used lts

actual rate of return for year 2 '1025 percent) to de:erm:ne

its eligibility for an LFA in year 3. This wQuld trigger

another LFA in the fourth year As illustrated in the further

examples and the graph in Attachment A,-ehis would create the

"see-saw" pattern of earnings that the Commission described in

the NPRM. Thus, if the Commission did not allow an

underearninq LEC to normalize its earninqs by removinq the

effect of an LEA, it would tend to drive the LEC's earnings

below the level that the Commisslon has defined as confiscatory.

Attachment A also ::lustrates how a failure to

normalize rates of return would undermine the Price Cap

earnings limitations on the hiqh end as well. A LEC earnlng at

11 percent in the first year would refund 100 percent of lts

earnings Above l6.2S percent and 50 percent of its earnings

between 12.2S percent and 16.25 percent, reducing its effectlve

rate' of return to l4.2S percent in the second year, all other

things being equal. However, if the LEe used its actual rat.

of return in the second year, including the rate reduction fer

sharing, to compute its sharing obligation for the third y.ar .
.'.

it would only share 50 percent of earningl between 14.25

percent and 12.2~ percent. Since 1t would allo reverse the

second year sharing amoune, lts earning. would increa.e to 16 J



ea:~ings over :~e e~~ec::~e _;;e: _:~:: :f 14.25 ;erce~:

addition, ~his see-saw ef:ec: *:~:j preVent the :EC from

sharing the correct amount even :: its earnlngs ~ere no: above

the cap.

The charts in Attac~~ent A also demonstrate that

LEes will achieve the earnings ~evels intended by the Pr:ce C1P

Ru:es if they normalize their rates of return. Normalizat:on

allows a LEC earning 8.0 percent to lncorporate an LFA in each

year's annual tariff filing that is sU~#icient to bring its

earnings to the lower adjustment mark of 10.25 percent.

Normalization also requires a LEe earning 17 percent to share

the amounts necessary to bring its earnings to the upper limit

of 1'.25 percent. Thus. normalization is absolutely essentia:

to maintain the integrity of the Price Cap earnings limits.

2. Normalization of Earnings is Required By the Commissions
Rules on Reporting Rates of R.~urn.

The NPRM correctly notes that when the Commission

adopted its Price Cap rules, it did not modify the requirement

that the LECs report earnings on their Form .92 rate of return

reports using normalized revenues 11 The instructions for

the Fo~ 492A Report state that reported revenues should

include revenues .arned during the report period (Instructlon F

of the General Instructions). When the Commission established

its rules for the earnings reports. it required th~.LECs to

11 ~ at paras. 8. 10.
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:~a: :~ey wou:d je co~s:s:e~: ~::~ h:w expe~ses a~d c:~e: ::e~s

e~ ~orm A92. 12are :-epo:--: "" O~ _ • , ;"'-:-.er. a :'EC col:ects :ever...:.es

services -:~a-: :-: ~as provi~ed :~ a prior period, (sQ-ca::ed

'backbilling') :-: does not repo:-: the revenues for ':he period

in which they are received, jecause the revenues wereear~ea

in the period during which the services were p~ovided.

Therefore, the :'EC deducts those =evenues from its booked

revenues during the reporting per:od. ~imilarly, when a LEe

gives a customer a credit or re:'~d for overbillings in past

periods, it normalizes its revenues in the reporting period by

adding back the amount of the overbilling credit.

These principles are directly applicable to ~FA

and sharing amounts. An LFA is :ike backbillinq, because the

LEe receives the LFA revenues In the reporting period to

compensate it for underearnings In the prior period. Thus, ':he

:'FA is "earned" in the past period, and it must be removed from

revenues in the reporting period to reflect revenues earned

during the reporting period. Sharing is like a credit or

refund, because it i. a reduc':ionin revenues to return to

ratepayer. a portion of revenues that were overearned in the

prior period. Tho.e sharing revenue. must be added back to the

revenues in the reporting perlod to reflect revenues that would

1111 .,

12 See Amendment of Part 65. rnterstate Rate of Return
Prescription: Procedures and Methodologie. to Establish
Reporting Requirements. Report and Order, 1 FCC Red 952.
957 (1986).
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have been rece:ved :~ :~e :e;c:: .~; ~er:od abse~: :~e ex=;~~:~s

adj~s:ment for sha=:~g,

~he NiCs 1992 :?A represen:ed the revenues

~ecessary to :ncrease ~hei= 1991 earnings to ~~e :owe~ fo=m~:a

mark. ~herefore, to determine :he revenues earned during the

1992 reporting period, the NTCs had to normalize their revenues

to exclude the effect of the lower formula adjustment for 19,1

earnings that was included in the 1992 rates. ,For the 1993

reporting period, the N'TCs :ntend to "add-back" the revenue

reduction that they included in theirs993/9' rates to reflect

sharing for overearnings in 1992 This normalization of 1993

earnings will set the appropriate standard for determining

whether a LFA or a sharing obligation should be included in the

199. annual access tariff filing,

3. The Pending Rulemaking Simply Clarifies The Fact That The
Commission's Rules Already Require Normalization Of Rates
Of Return.

The Commission's decision to clarify the

normalization requirement in the NPRM does not imply that

normalization is not required by the current rules. While some

parts ~f the Commission's Price Cap rules are very explici:,

such as vbere they provide formulas for computinq changes to

price cap indexe., other parts are descriptive in nature. The

latter type of rule places the burden on the LEC to show that

its tariffs are consistent with the words and intent of the..
rule. Thi. is the case with respect to the rules' qoverning

most exoqenous adjustments, includinq sharinq and LrAs. For

example, the rule requiring exogenous treatment of changes In
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the Separa::cns ~anua: ~- ~:: :~:~:~e any :ns:ruc::=ns as

~cu ~o cal~u.'a~e ~~e e~:e~- -~ -e~a~a-;~~s c~ - s 13,." - .... - ..• -- '-- _. :::.::, - -_ .......... an-;e.

Section 61.49(a} requires t~e ~~c t~ submit sufficient data ::

support its tariff fil:ng T~e=efore. in calculating an

exogenous cost adjustment for separations changes, the :EC ~ust

show that its methodology is c~nslstent with the Commiss:on s

accounting and cost al:ccatior. ru:es and it must provide

sources for its data. Similar:y. the rules require the :ECs to

make exogenous adjustments 'as may be necessary to reduce pcrs--to give full effect to any sha::ing of base period earnings"

required by the Commissions rules, and they permit

"retargeting the pcr to the level specified by the Commission

for carriers whose base year earnings are below the level of

the lower adjustment mark."l4 These general descriptions

place the burden on the LEC to show that its method of

calculating exogenous adjustments for sharinq and !.FAs is

13

14

..

See 47 C.l.R. Section 61 .•5(d)(1)(iii).

See 47 C.l.R. Sections 61.45(d)(1)(vii), 61.45(d)(%).
There is lome uncertainty concerninq the exact wording of
Section 61.45(4)(2). AI adopted in the LIe Price Cap
Q[jt[, thil lection required the LECI to make exoqenous
aC!jijjtmentl for sharing as "required by the Iharinq
mecb&nism let forth in the Commission'. Second Report and
Order in Common Carrier Docket No. 17-313, FCC 90-314,
a40pted September 19, 1990" (~, the LIe Price Cap
Order). §!! Policy and Rule. Concerninq Rate. for
Dominant Carriers, CC Docket No. 87-313, Second Report and
Order, 5 FCC Red 6786 (1990), Appendix 8, p. 6. We are
aware of no lublequent amendments to this .ection.
However, the bound version of the CFR omits 't~ reference
to the ~C Price Cap Order and requires that sharing
comply with the sharinq mechanism ".et forth in 47 en.
parts 61, 65 and 69." Since none of those parts prov:des
a description of the sharing mechanism, the LlC must :n
any event refer to the ~C Price CaR Or4er to develop a
rea.onable method of calculatinq itl sharln9 obli9a~lon
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As derr.o::s'::a:ed abc'"re, i': is imposs:~:e ':c

ccm?~':e ':~e correct shar:ng or ~FA amounts withou,: nor~a:iz:::;

rates of return for t~e previous period. While the LEC Price

Cap Order did not discuss norma:ization, it also did not

eliminate the continuing requirement that the LECs repor,:

earned revenues in their Form 492 rate of return reports,lS

It also did not alter the rule that the LECs are responsible

for demonstratinq the reasonableness o{_~heir tariff filinqs

and for submittinq sufficient information to support their

fi1inqs.

The NTCs met these standards by excludinq LEA

amounts from their rates of return for purposes of computing

their 1993 sharinq ob1iqation. Their tariffs are completely

consistent with the terms and intent of the Commission's rules.

15 See ~C Pric. Cap Order,' para. 373. This issu. was also
addressed indir.ctly in the LEC Pric. Cap R.consideration
Ord.r (Poliey and Rule. Conc.rninq Rat•• for Dominant
Carri.rs. CC Dock.t No. 87-313, Ord.r on "conlideration,
6 FCC Red 2637 (1991». In the Pric' Cap Proc.ed1nq, the
United Stat.1 T.lephone Allociation ("tJSTA") point.d out
the lawtooth .ffect in oPPolinq AT'T's suqq'ltion that the
Pel adjustm.ntl to brinq aLEC's .arninql to the LEA mar&
should be one-y.ar adjustm.ntl. aSTA arqued that the U'A
should be perman.nt, to pr.v.nt the LEC from .arninq 1e••
than its COlt of capital in the y.ar that the LFA was
r.v.rled. S•• Opposition of aSTA to P.titions for
Reconlid.ration. CC Docket 87-313, filed Decemb.r 21.
1990. Th. Commillion relponded by pointinq out that "if a
LEC continu.s to operate b.low the lover adjus:m.nt marl,
the LEC will b. subj.ct to a subsequ.nt Pel adjustm.nt'
Id. at n. 166. If the LFA w.r. a one-year adjustm.nt, the
only way that the LEC could r.ceiv. an LrA in the
suhlequent y.ar, al the Commi.sion intended, would b. to
remove the LFA r.v.nu.s from its r.ported rat. of return
for the pr.vioul y.ar,
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\fEC'HA.'lCS OF FEDERAL PRICE CAPS
S!lAR.I:SG A.,on LO~n roR.\ft"LA ADJt:S~'T

Belotr ue sever1l sunple eumples that out1iDe Ute two coateDdi.ac methods of wcu~unr t.he
shannl and lotrer fonnula adjustment mecb&a.iJm I1.FA...{). Por dle sake of sunptiClt'Y. ~e

assume that calendar year aDd tariff year penods ate i_acal. III additioa. tre also usume lD

each penod rnlized prodUc:tivlry off. levels tJw will produce ,.. of retUm ldeaOeal "1m tbe
fLnt penod. The utteftt of these wumpcioas u CD ldeaQty tI&e of rerum vatWioas lD eacb year
purely as a product of shariq/LFAM exopaow adjUJlDleaU.

1. Lower Formula Adjustment Mechanism based oa eIftIiDp iDcJudiq PftVious L.FAM
adjumnenu. .-

G.- loa Lrue s\4 I Ntlaoa

",VIM!) '.0 N/A 0 1.0

v., : '.0 10.2$ +2.25 10.%$

v., 3 10.%$ 10.2$ .2.2$ '.0

V., • '.0 10.2$ +2.25 10.%$

V., , 10.2$ 10.%5 .%.2$ '.0

V., 6 '.0 10.%5 +1.25 10.15

V., 7 10.2$ 10.%5 -1.25 '.0

In tbis tumple. t.bI UIC ..line bill ,.,~ 1) ...... til '.0 pile.. 1D}'IIl 2. tbI
I.K is IIIIiIJId to ID aa, llII adju_ at +2.25,.. ill ardIr II»~veJy recoup
me sboftfall f1'OID die ,.,. II dII UDdIrtyilla ...... ill ,.,. 2... 1M..u tbu ill dlIe
bile year (u , 1bcM)._. LIC II1'II10.25,.. ill ,..2. ID,.. 3. r.bI LEC
havial ...... 10.1S pIIl:l. ill,.. 2 is_ wit'" II» ID "'11_ Id)'_. ~ever. if
1M uopnaIIJ • __ ,.. ,.. 2 is a-.d u • ..."_, ... it .. be revened
111 .,_.3. A ill .."''''1IIIIiDp ill ,.. 3.,.....u dill tII. .... yilt IIId
.,., 2... LIC..GIlly '.0 ,... ill .,.,. 3. Ia,.,.~. 1M LIC is.. apia emitaed CD

an UopDClUI"'m _ ad.. 10.~~ ill dill ,.,..

The IffICl of dIiI IDle"';. is ••WIDGIb .... til... ..,... -, by die N« ROI.
colwu &bGve. SPIdftc&UY.1D aa,.-ous adju__ is ier'xsrer:l ill JIlt 2~ year
21Uftiap. ud rwv-.I ill,.,. 3. NduciaI yar 3 me Idjusnn_
in .,.,. 2 is illcludld ill til Mlhwioe of III'IIiDp far ,. 2 I]". 10 .. adjwaDcallJ

made ill YIlt 3. nil.,.... YIlt 3 e&i'IUDp triIPriaI • YfaZ • "IV.



Now consider an alternative view where exogenous adjustments m treated as temporar: 'ut
are based on pnor year eat'!11ngs aot mc1udJ.ng exogenous adjustmenu.

2. Lower Fonnula Adjumneot Mectwtism based OD base eantiD.s exc:ludiag preVlOUS LFAM
adjustments.

.....Oll G..-IOI LrAM 4• 1 NalOI

au.Y..nJ) '.0 '.0 N/A 0 '.0

Y.., 2 '.0 '.0 10.25 +1.25 10.25

Y., 3 '.0 10.25 10.25 ·2.2.5+2.2.5 10.25

y., • '.0 10.2.5 10.25 -2.25+2.25 10.25
"..~:

y., , '.0 10.2.5 10.2.5 -:.%5+2.2.5 10.25

y.,6 '.0 10.25 10.25 -2.%5+2.15 10.25

Y., 7 1.0 10.2$ 10.2.5 -2.25+1.15 10.2.5

In this example, tile exopaous Idjull:meDU ate -.poruyt ballIdI ,., die uDderlyiq bue
ROa <:auses an upward exOleDOUS IdjusaDeDt co auWfy die apiIIIiGe UId menal of tile pnor
year's adjusunent. COIlJIqUeIIIly, die LEe wiD IUD II tile lower (ormwa IdjlUlmelll mart.

!be analysis above c:an be appu.l to die sharina mechanism.

..



3. SbatU2, mecba.D1.sm bued on eartWJgs !.Deluding previous shuing adjustments II.lth no

un.erat.

G..-aoa 5-.....1...... AcQ....a I Set ROR

Bue Y~l'l
I 1700 Sf A 0 I':' 00I

Year : 17.00 :> 16.2$ 100. ·:.1' 14 2.S
12.2,5 SO.

Year 3 1•. 2$ · +%.15-1.0 ~.OO

Year 4 16.00 · + 1.0-1.'" l5.1l5
..

Y., 5 15.12$ • + 1:1'75-1.•• 13."2

Year 6 1$.562 • +1.4'''1.6$6 l'.~
.........

Year 7 I'.~ • + 1.06-1.'" 15.453

The method used ill tbis example awcbes dW used -ill tbe lower fonDuJa Idjust'lDlS mecbani'ID
in 1. above.

In this example. tbe LEe ",Um bue year (yilt I) .... olI7.00 ,.... 1D year 2, eM
LEe is Liable for ID nopDOUS adju.... of 2.75,.,. .. ordIr II) ~veJy rtaml to
the racepayer l00S of me bile yell's IIIIaiDp above 16.25S, .. c. bait of till bale year's
eantin,s berrien 12.2$ S ud 16.25 S. 11 die Ulldatym,.... ia yell' 2 are die same a.s tbal
11\ the base year (u usumed abcM), tMD £be LEe eMIl 1~.25~ iD year 2. IJI year 3,
the L.EC havin, tamed 14.25 pm:eat ill year 2 is UabIe for IDO'ber aopDOUS shariD.
adjustment. but tbis adju'" is SIIIIIJer rJIu milbI ocberwile bee~ siDce it is bated OIl

14.25 percent eanwap ud DOl die UDdII:t)'iDI11.00 pIR:lI& n. aalnous adjulDDall from
year 2 is revened ia ,.. 3, ... cbe IS: .,. 16.0,.... Ia,.. 4, dill L8C is ODCI apiD
liable for III eXOIIDOUl sIIIriIIIldju- ud ... 15.125,... ill dIII)'tIt. T1Iis pIOCIU
continues throup ,.. 7. NCIIic:e dill siDell me~ ....... far IIICb year are 11.00
percent, this IIlecbod of..., eIOIIDOUS sbIriIII.-. allows me LIC to~ IDOft

of iu uDdatJiDl........ Dill iI. die ,.,.yw is ....... co 2.75~ sIIa.riq el'b ytU'.
but never .-ivea it,.. ill year 2.

Now CO'tlidlr 1M we Yin wben nopDOUS adju_. IN CNIflId U remporaty, bur
are baed • prior ,., MI wWn, GOIIDOUS ...... nil ..... tJre LFAM
memod ill 2. Ibow.

" '.



4. Sbarm, mechamsm based OD e.a.rtllDgs exclucliDg prevIOUS sOanng adjustments Il.lth :10
interest.

I
8ue ROR G..- ROR I ShanaI Trig. '\cU\Il'IIII.a s. ROR

j

Bue Yeai'll) l~ 00 1700 N/A 0 1700

Year 2 1700 17.00 :> 16.15 10015 -:.15 1~.15

12.15 $015

Y., 3 1700 14.2.$ • +%.75·1.75 14.15 "

Y., 4 1700 14.2.$ • +:.75-:.75 14.25

Y., , 17.00 14.2.$ · +:."-:." 14.2$

Y., 6 1700 14.15 · +:."-2." 14.2$

14.2$ · _off"

+1."-1.'5Y., ., 1700 14.2$

In this last example. the exopnous adjUSIIDealS 1ft tempoiii)'. IDd IICh year aaalysis of tile
undertyin. rue of ream of 17.00 percat causes a doWllwlI'd sbariDlldjuSlmal to maWty me
expitation and reven&1 of die prior year's adjUJallal. A.s. COIIIeqUeDC:C. the L&C euDS 14.25
percent. The rarepayer aDd tbe LSC "'ve adI YIII' dIIir lair sIIate of tbe euDiDp ("itb
imereulO compensaae ratepayers for tbe time value of IDOIIIY). 'Ibis appean more UJ tiDe "n.b
the Commission's imeDt in die Price~ aDd subsequem ordln.

' ..
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FEJERA:.. C:J~~~;:·:;':::~S C8~:SS:::N

~ASH:~G:ON. : 20554

::1 ::J.e Matter of

?rice Cap Regulation of :oca:
Exchange Carriers

Rate of Return Shari:1g
And :ower Formula Adjustment

) CC Jacket No. 93-179
)
)
)
)

REPLY COMMENTS OF :HE NYNEX TELEPHONE COMPANIES

New York Telephone Company ("NYT") and New England

Telephone and Telegraph Company ('NET")-;-Ccollectively the

"N'YNEX Telephone Companies" or "NTCs", hereby file their Reply

to the Comments that were filed in response to the Commission's

Notice of Proposed Rulemaking ("NPM") in the above referenced

d " 1procee lng.

r . INTRODUCTION AND SUMMARY

Several parties have attempted to complicate an issue

that is really quite simple: should the local exchange carriers

("LECs") normalize their rates of return by o'addinq-back" the

effect of sharinq and lower formula adjustment ("LEA") revenues

for purpo.e. of computing their sharing obligations and LFAs

1 Rate of Return Sharing and Lower Formula Adju.tment, CC
Docket No. 93-179, Notice of propoled Rulemakinq, FCC
93-325, relealea July 6, 1993. A li.t ot the parties that
filed Comments, including the abbreviation. uled herein,
is attached al Exhibit 1 ,'.



for the subseq~e~: period~ :~e '8R~ demonstrates :~a:

normalization is not o~:y :8~::a. Jut ::ecessary,

the earnings li:n:.:ac.or.s of :~e=8:r.rn:.ss:or. s price cap sys:er.-,

Non-normalized rates of ret~r~ ~c~ld give an incorrect p:c:ure

of a ~EC's performance by artific:a:ly lowering a LEe's rate of

return for sharing amounts and ty artificially inflating a

LEC's rate of return for LEA amounts.

The NPRM's conclusions are supported and illustrated

in a series of mathematical charts. Several commenters

challenge the Commission's conclusions by offering alternative

analyses. These analyses, however. are riddled with errors and

they prove nothing.

Several commenters argue that the Commission must

equate sharing with refunds in order to require normalization.

This is incorrect Although sharing is not a refund, it st1::

must be based on normalized rates of return to produce the

amount intended by the price cap rules.

The NTCs disagree with the commenters who argue that

the NPRM proposes to change the rules on calculating rates of

return, rather than to clarify the requirements of the existing

rules. The Commi•• ion never amended the rules that require the

LECs. to report "earned", i.e., normalized, rather than bOOKed

revenue. OD their Porm 492 rate of return report.. Although

the amended Porm 492 doe. not contain a line it.m that adds

sharing or remove. LFA amounts, it still require. the LECs :0

adjust the revenues on line 1 by the amount of .ha~ing or ~:A

revenue., just •• it requires the LECs to increa.e line 1

revenues for FCC-ordered refunds and for credit. given to



customers f ~r averb i 1: i:1gs ~:: ;:::.:.:::- ;:er :ads . Because :;:e :;::?.~

~e ely clarl·~~es ex~sp;~~ ~=~'··Q~e~-- ~he '-'ha
.iI r ~"'''' "' •.. 'j --"1----- .. _~, -. cammen~ers ...

ar~~e that it would cons:::~:e ~~:::ac:ive rulemaking :0 app:y

the rules to the pending lnves::~a:~cn of the 1993 Annual

Access ~ariffs are incorrect

Some of the commenters argue that add-back will reduce

the incentives for the tECs to become more efficient. The

commenters are wrong. Add-back 'tlerely maintains the existing'

efficiency incentives by enforci~g the rate of ~e~urn

limitations that the Commission adopted in the LEC Price Cap

order. 2 The NTCs agree with the commen~rs who believe that

the Commission should increase the incentives for the tECs to

become more efficient by eliminating sharing entirely when the

Commission revie~s its price cap rules.

II. THE COMMENTERS FAIL TO UNDERMINE THE COMMISSION'S
CONCLUSION THAT ADD-BACK IS NECESSARY TO CALCULATE SHARING
OBLIGATIONS AND LOWER FORMULA ADJUSTMENTS

The NPRM demonstrates in a straight-forward and

convincing manner that add-ba~ is nece••ary to .nforce the

earnings limitation. of the price cap plan and that

non-normalized rate. of return produce an inaccurate picture of

earn~nq. for purpo.e. of computing sharinq and LFA amounts. 3

Several commenter. presented alternative charts in an attempt

to show that add-back distorts the tECs' .arninql levels and

.
2 Policy and Rule. Concerning Rate. for Dominant~Carri.r•.

CC Docket No. '7-313. Second Report and Order, 5 FCC Red
67.6 (1990).

3 See NPRM, Appendix A.



produces the wrong amo~~: e: s~~=~~g or :FA. 4 :~ese c~a=:s

are riddled with errors

Commission's ana:ysis.

a .. ,.. --eo' ..;- -" .. I.,;_g .. "...~ -~ .. ' -'-' ~ ........ '-....... -~ :::e

8ell Atlantic uses :~e ana:ysis in its charts 1-1 and

1-2 to ar~e that add-back ferces a :EC to share addit:onal

amounts year after year in excess of the 50 percent sharing

obligation. S However, Sell Atlantics charts rely upon

incorrect and unjustified applications of the sharing

mechanism. In chart 1-1, 8ell Atlantic tries fo show that,

without add-back, a LEC that earned 12._19' in the first year

would earn precisely 12.25\ in every subsequent year, after

sharing. However, Bell Atlantic treats the sharing adjustment

in year 2 as permanent, rather than as a one-year

adjustment. 6 Since the year 2 sharlng &mount must be

reversed, the LEC would earn 12.90\ in year 3. This would

produce another sharing adjustment in year 4, resulting in the

'see-saw" effect described in the N'PRM. Over the five-year

period, the failure to include add-back would cause the LEC to

share less than half of the correct amount.'

5

6

,

§II le11 Atlantic Workpapers; Ameritech Exhibit 1; MCr
T&61e 1; US we.t Table 1.

Bell Atlantic at pp. 2-3.

This may occur because Bell Atlantic rever.e. the shar:ng
adjustment twice each year in Chart 1-1. a. i~ does In
charts 1-3, 1-4. 2-1 and 2-2. i!! di.cu•• ion 'infra.

Bell Atlantic also incorrectly compute. the year 2 shar~ng

obligation as being e~~al to the line 11 total of excess
earnings subject to sharlng rather than to the after :ax
sharing amount.



r~ char~ 1-2, Be:: ~::a~·:: :r:es to sho~ :~a:

add-back "reverberates :~ s~=se~_e~: years. produci~g s~a=:~;

f . .....,~Q~... 8in excess 0 100\ of ear~:=-.gs ..,- -- ~.:ne. However. char: 1-2

treats the cumulative sharing ob::gation. with add-back, as

arising solely from the earni~gs :n year 1. This is

incorrect. The total price cap sharing obligation on ~ine 15,

if it included reversal of the previous year's sharing each

year and add-back of sharing in :he current year's revenues,

~ould properly show a sharing amount of $23 mi~lion each year,

corresponding to the amount of sharing that the LEC should make

based on an underlying rate of return ~ 12.9' for each year.

The cumulative sharing that Bell Atlantic shows is ~ low

because it fails to include the effect of each year's sharing

reversal on the revenues on line 1, which produces an incorrect

rate of return on line S before sharfng. 9

Bell Atlantic's charts on the effect of add-back on

the LEA are similarly flawed. In chart 1-3, Bell Atlantic

includes productivity changes (~, expense changes) in years

2 and 3 that are sufficient to eliminate the need for a LEA.

In effect, Bell Atlantic assumes that the LEC exceeds the 3.3

percent productivity standard that the Commission adopted in

8

9

~ lell Atlantic at p. 3.

Chart 1-2 has other errors. As in chart 1-1, Bell
Atlantic applies a permanent revenue reduction of $26
million after year 1, despite the fact that the sharing
amount from year 1 should be reversed after year 2. In
addition, Bell Atlantic added back only 112 .fllion in
year 2, based on the half-year effect of sharin9, even
thou9h it reduced revenues in line 1 for the full-year
effect of sharing. This chart is hopelessly muddled and
it cannot possibly show any valid results.


